
 

 

 

UCITS HAVE NO GUARANTEED RETURN AND PAST PERFORMANCE IS NOT A GUIDE TO FUTURE PERFORMANCE 

• Investors have settled into a scenario of loose monetary policy, which have eased fears of an imminent 
recession, although volatility remains.   

• A ‘noisy’ market dynamic provides us with the opportunity to use the fund’s highly flexible investment strategy 
to our advantage.  

• We continue to favour taking active positions in investment grade credit risk, versus interest rate risk, because 
of our more constructive view of the global economy. 

The M&G (Lux) Optimal Income Fund, a Luxembourg-authorised SICAV, launched on 5 September 2018. On 8 March 2019, 
the non-sterling share classes of the M&G Optimal Income Fund, a UK-authorised OEIC which launched on 8 December 
2006, merged into the SICAV. The SICAV is run by the same fund manager, applying the same investment strategy as the 
OEIC. 

Please note that the value and income from the fund's assets will go down as well as up. This will cause the value of your 
investment to fall as well as rise. There is no guarantee that the fund will achieve its objective and you may get back less 
than you originally invested. 
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Outlook: Lots of noise, but it’s not the 

end of the world 

To date, it has been another interesting year for financial 

markets. We have had pockets of trade tension-related 

volatility, mixed into a background of generally uneven 

macroeconomic news. Towards the end of 2018 and the start 

of this year, many investors believed the global economy 

was in a state of near-recession. This has never been our 

base-case scenario, however.  

But while there has been a lot of ‘noise’ about the state of the 

global economy, in reality, we believe it is in a healthier state 

than suggested by the consensus of doomsayers. For 

example, there are low rates of unemployment in the US and 

UK, and falling joblessness in Europe. We also continue to 

witness firms saying they are planning to raise wages, a 

positive trend that has continued throughout the first half of the 

year (see Figure 1). 

While the consensus view continues to point to a recession on 

the horizon, because of looser monetary policy expectations 

in the US and other major economies, this outlook has cooled, 

and is now more along the lines of ‘less-imminent’. Investors 

are still worried, but the talk of a meltdown has largely abated, 

and central bank action has been a key driver here. 

From January onwards the appetite for risk assets rose on 

expectations of accommodative monetary policy. In light of 

this, we have taken advantage of the fund’s flexibility to try 

and benefit from a change in investor sentiment.   

Latest positioning: IG credit risk 

favoured, US over Europe  

Towards the end of 2018, we added to credit risk in the 

portfolio as the market’s pessimism deepened, mainly on the 

prospect of rising interest rates. When the mood became 

more optimistic, we started to de-risk some credit exposure 

in the portfolio, initially targeting the reduction of some of our 

telecoms exposure. In contrast to the mid-2010s, when 

record-low borrowing costs fuelled several debt-financed 

acquisitions, this is a sector that has been de-levering lately, 

with companies such as AT&T announcing plans to reduce 

debt largely through asset sales.  

Figure 1. No signs of recession in the US 
Higher wages to be expected going forward 

 

Source: Bloomberg, Deutsche Bank Research, 30 June 2019 (latest data 

available). 
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This sea-change in the fiscal strategies of some large 

telecom companies has been reflected in how their bonds 

are priced and valued, with credit spreads less attractive 

today compared to the start of the year, and we have taken 

action. For example, Verizon is no longer the fund’s single 

largest position as we sold some of the US telecom’s bonds 

after these performed particularly strongly on the news that 

the company would call some of its longer dated debt.  

Financials is another sector where we have scaled back 

exposure because of a strong rally this year on talk of looser 

monetary policy. Financials currently make up around 13% 

of the fund, which is down from around 25% just a few 

months ago.  

You should be aware that investments in bonds are affected 

by interest rates, inflation and credit ratings. It is possible that 

bond issuers will not pay interest or return the capital. All of 

these events can reduce the value of bonds held by the fund. 

Overall, we are still overweight credit risk in the fund, 

preferring long-dated BBB rated bonds denominated in US 

dollars, versus less attractive and increasingly more 

expensive European corporate bonds. Compared to a few 

months ago, credit spreads have tightened aggressively in 

European corporate credit even before the European Central 

Bank’s package of renewed bond-buying and rate cut 

announced on September 12 (Figure 2).  

Another key move for the fund this year has been our 

reluctance to join the emerging market debt bandwagon; 

emerging market hard currency bonds have generally done 

well despite trade war tensions threatening to derail on 

numerous occasions this year. In fact, we adjusted the fund’s 

exposure to the asset class from 3% to -3% via short 

positions on the emerging markets credit default swap (CDS) 

index, and on some single-name CDS (Brazil and Mexico). 

We think this is good way to reduce credit risk in the portfolio. 

Please note, investing in emerging markets involves a 

greater risk of loss due to greater political, tax, economic, 

foreign exchange, liquidity and regulatory risks, among other 

factors. There may be difficulties in buying, selling, 

safekeeping or valuing investments in such countries.  

Tactical changes: Active in linkers, still 

short of interest rate risk 

Based on our healthier opinion of the global economy, we 

continue to think that investors are being paid to own a 

basket of attractively priced investment grade (IG) corporate 

bonds over less attractive core government bonds. This 

tactical decision is especially true in markets less distorted 

by recent central bank policy changes (particularly US IG 

credit). And because we think the global economy is not in 

this near-state of recession, it makes sense for us to question 

whether these interest rate cuts need to occur. Therefore we 

remain, as we have done for some time now, relatively short 

of interest rate risk.  

Overall, our healthier view of the global economy means we 

maintain our very underweight duration position (at around 

1.7 years), derived mainly from holding sterling-denominated 

assets where the market does not expect major changes in 

interest rates in the near term. In contrast, the US and 

Europe are both set for fairly aggressive policy easing in the 

coming months. 

We are mindful that having a short duration position within 

the fund means we have sometimes missed out on returns 

otherwise captured by strategies that bet on the global 

economy worsening, and monetary policy easing in 

mitigation. Certainly, an accumulation of mounting trade 

tensions, nerves around various emerging market issues, 

and noise around relatively weaker economic growth have 

all driven demand for core government bonds. This means 

prices on the likes of UK gilts, German bunds and US 

Treasuries have risen in response, pushing down yields, 

sometimes into negative territory. So we have the peculiar 

situation of investors choosing to pay some governments for 

the privilege of holding their debt.  

In our view, the fund’s ability to ‘go anywhere’ with bonds 

means that, as value investors, we can take advantage of 

situations when we believe markets are misaligned, which 

often they are. For example, when interest rates are too low 

or too high, or when credit spreads are too wide or too 

narrow, we can take advantage of these market mispricings. 

An asset class we believe is showing signs of mispricing is 

inflation-linked bonds (‘linkers’). Inflation breakevens – a way 

of calculating future inflation rates – have been very cheap 

recently, so we decided to add some exposure through 

German and Japanese linkers. In the example of Japan, 

near-zero inflation has been predicted over the next 10 

years, whereas eurozone linkers are back to levels seen in 

2015-16 when we had deflation in the region (see Figure 3). 

On the other hand, we have started to short UK 10-year 

Figure 2. European credit increasingly expensive 
USD vs EUR BBB Corporate Bond Index 

 
Source: M&G, Bloomberg, ICE Bank of America Merrill Lynch indices, as at  

31 August 2019 

Past performance is not a guide to future performance 



 

linkers as they look expensive and could come under more 

pressure as a result of the proposed changes to the 

calculation methodology of the Retail Prices Index, currently 

used as inflation reference for the asset class. 

Opportunities: Brexit on our watchlist 

A major theme this year for us has been trying to take 

advantage of the ‘Armageddon-like’ conditions priced by the 

market, to what has become a broader concern of an 

economic slowdown. This has been reflected in changes to 

prices and valuations, which we have taken advantage of as 

they occur, particularly in telecoms and financials. We would 

also include Brexit as giving us the scope to potentially make 

meaningful tactical bets, whatever form it takes after the 

October 31 deadline. Whatever the outcome – and it is 

impossible to guess – we nonetheless believe it could lead to 

some potential mispricing of assets. Sectors or credits could 

get mispriced in the aftermath and this could lead to 

investment opportunities from an interest rate, credit, or asset 

allocation point of view.  

M&G 

September 2019

 

The fund allows for the extensive use of derivatives. 

Further risks associated with the fund can be found in the fund’s Key Investor Information Document. 
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Figure 3: Diverging inflation expectations presents opportunities 
10-year breakeven rates in the UK, Japan and Eurozone 

 
Source: M&G, Bloomberg, 20 September 2019. 


